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SBA'S  LOWDOC  LOAN  PROGRAM 


WEDNESDAY,  JULY  19,  1995 

House  of  Representatives, 
Subcommittee  on  Government  Programs, 

Committee  on  Small  Business, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10  a.m.,  in  room 
2359-A,  Raybum  House  Office  Building,  the  Honorable  Peter 
Torkildsen  (chairman  of  the  subcommittee)  presiding. 

Chairman  Torkildsen.  The  subcommittee  will  come  to  order.  It's 
my  pleasure,  as  chairman  of  the  Small  Business  Subcommittee  on 
Government  Programs  to  welcome  our  guest  today.  As  you  know, 
the  first  day  of  hearings  on  this  issue  was  held  on  June  28,  1995. 
At  that  time,  a  representative  from  the  Office  of  Management  and 
Budget  was  not  present  to  testify  before  the  subcommittee  on  the 
issue  of  the  LowDoc  Program  and  the  scoring  of  a  subsidy  rate. 

In  the  absence  of  a  representative,  the  subcommittee  moved  to 
issue  a  subpoena  to  Ms.  Alice  Rivlin,  the  director  of  0MB.  A  formal 
vote  was  held,  and  the  motion  passed  the  subcommittee  by  a  vote 
of  seven  to  nothing.  Since  that  time,  Ms.  Rivlin  and  I  have  spoken, 
agreeing  on  today  for  continuation  of  this  hearing. 

Unfortunately,  due  to  a  scheduling  conflict,  sne  is  unable  to  be 
with  us  today.  Mr.  John  Koskinen,  deputy  director  for  manage- 
ment, from  the  Office  of  Management  and  Budget,  is  here  on  her 
behalf.  We  are  pleased  to  welcome  Mr.  Koskinen  here  today. 

At  such  time  as  a  member  of  the  minority  party  comes,  I  will  rec- 
ognize that  person  for  any  opening  statement.  However,  at  this 
time,  we  will  proceed  with  your  testimony,  Mr.  Koskinen. 

[Mr.  Torkildsen's  statement  may  be  found  in  the  appendix.] 

TESTIMONY  OF  JOHN  KOSKINEN,  DEPUTY  DIRECTOR  FOR 
MANAGEMEP^,  OFFICE  OF  MANAGEMENT  AND  BUDGET 

Mr.  Koskinen.  Thank  you,  Mr.  Chairman.  I  will  have  a  short 
statement  and  would  ask  your  agreement  to  submit  my  full  state- 
ment for  the  record. 

Chairman  Torkildsen.  Without  objection,  so  ordered. 

Mr.  Koskinen.  Thank  you. 

Good  morning,  Mr.  Chairman.  My  name  is  John  Koskinen  and, 
as  you  noted,  I  am  the  Deputy  Director  for  Management  in  the  Of- 
fice of  Management  and  Budget.  I  am  pleased  to  appear  before  you 
this  morning  to  discuss  the  Small  Business  Administration's  Low 
Documentation,  or  LowDoc,  loan  guarantee  program. 

For  a  minute,  I'd  like  to  talk  about  the  history  of  credit  reform. 
The  Federal  Credit  Reform  Act  of  1990  made  fundamental  changes 

(1) 


in  the  budgetary  treatment  of  direct  loans  and  loan  guarantees, 
shifting  the  accounting  basis  for  federally  provided  or  guaranteed 
credit  from  a  cash  basis  to  a  net  present  value  basis. 

Under  credit  reform,  the  executive  branch  must  forecast  how 
loan  programs  will  perform  and  request  budgetary  resources 
upfront  based  on  those  assumptions.  This  new,  more  complex  proc- 
ess has  required  agencies  to  dramatically  overhaul  their  data  col- 
lection procedures,  replacing  them  with  more  sophisticated  track- 
ing systems  —  all  within  existing  resources. 

However,  while  the  transition  into  credit  reform  has  been  chal- 
lenging, it  has  greatly  improved  the  budgetary  treatment  of  credit 
programs.  Because  credit  reform  is  relatively  new,  I  think  it  would 
be  useful  to  explain  generally  how  the  process  of  estimating  sub- 
sidy rates  works. 

The  executive  branch  is  required  to  follow  a  specific  process, 
specified  in  law,  in  developing  and  implementing  subsidy  rates. 
During  the  process  of  developing  the  President's  budget  proposal, 
for  each  loan  program  in  the  Federal  budget,  0MB  and  agencies 
with  credit  programs  jointly  establish  projections  about  how  the 
loans  to  be  made  that  year  are  likely  to  perform. 

In  developing  the  projections,  we  make  numerous  assumptions 
about  the  projected  loans,  such  as  expected  defaults,  delinquencies, 
prepayments,  loan  maturity,  and  interest  rates.  For  existing  loan 
programs,  the  Federal  Credit  Reform  Act  requires  subsidy  esti- 
mates to  be  based  on  historic  loan  performance  data.  0MB  contin- 
ues to  work  with  agencies  to  improve  their  analysis  of  historical 
loan  performance. 

In  establishing  subsidy  rates  for  new  loan  programs  or  for  pro- 
grams which  have  been  significantly  restructured,  we  use  the  per- 
formance of  comparable  loan  programs  or  categories  of  loans  —  in 
the  public  or  private  sectors  —  as  proxies  for  loan  performance. 

For  restructured  loan  programs,  historical  performance  may  no 
longer  be  a  strong  predictor  of  the  future.  In  those  situations,  as- 
sumptions are  based  on  our  understanding  of  the  relationships  be- 
tween loan  characteristics  and  loan  performance.  In  cases  of  incom- 
plete information,  assumptions  are  based  on  our  best  judgment. 

Importantly,  once  0MB  and  an  agency  agree  on  the  assumptions 
and  the  assumptions  are  reflected  in  the  President's  budget,  by 
statute,  those  assumptions  must  be  used  in  the  Budget  Enforce- 
ment Act  scoring  process,  and  consequently  the  budget  execution 
process  for  the  fiscal  year  of  the  proposed  budget.  Underlying  as- 
sumptions used  in  the  subsidy  rates  in  the  President's  budget  may 
only  be  changed  if  legislative  changes  are  made  to  the  program 
which  affect  those  assumptions. 

With  regard  to  the  LowDoc  Program  itself,  as  you  have  heard  in 
previous  testimony,  SBA  initiated  the  LowDoc  Program  as  a  pilot 
in  December  of  1993.  At  that  time,  it  was  a  very  small  initiative 
within  SBA's  largest  loan  program.  Section  7(a),  General  Business 
Loan  Guarantees.  In  the  summer  of  1994,  SBA  expanded  the  pro- 
gram nationwide.  The  LowDoc  Program  allows  lenders  to  submit  a 
1-pa^e  application  for  a  Federal  guarantee,  without  most  of  the 
previously  required  attachments,  for  loans  under  $100,000. 

For  both  LowDoc  and  regular  Section  7(a)  loans,  however,  the 
small  business  borrower  is  required  to   submit  the   same   docu- 


mentation  to  the  lender.  When  LowDoc  began,  0MB  and  SBA  staff 
informally  discussed  options  for  establishing  a  separate  subsidy 
rate  for  the  program.  Jointly,  we  decided  not  to  calculate  a  sepa- 
rate subsidy  rate  for  several  reasons. 

First,  it  was  not  clear  that  LowDoc  loans  would  perform  signifi- 
cantly differently  from  regular  7(a)  loans.  As  Director  Rivlin  noted 
in  her  June  29,  1995,  letter  to  the  subcommittee,  by  statute,  a  90 
percent  guarantee  is  provided  for  all  7(a)  loans  under  $155,000. 

The  key  difference  between  LowDoc  and  regular  7(a)  loans  is  the 
lender  is  permitted  to  submit  less  documentation  to  SBA.  More- 
over, reliable  data  which  could  be  used  to  analyze  the  correlation 
between  loan  size,  percent  guarantee,  and  default  risk  was  not 
available. 

Second,  at  the  time  LowDoc  was  presented,  SBA  was  not  pre- 
pared to  budget  and  account  for  loans  by  risk  category.  At  that 
time,  SBA  was  still  working  to  implement  the  recently  enacted 
Federal  Credit  Reform  Act.  While  0MB  has  always  supported  the 
establishment  of  risk  categories  and  has  strongly  encouraged  agen- 
cies to  examine  possible  subcategories  within  loan  programs,  when 
LowDoc  was  proposed,  0MB  did  not  believe  SBA's  financial  sys- 
tems could  accurately  support  this  added  level  of  sophistication. 

Given  SBA's  limited  system  resources,  0MB  believed  that  SBA 
should  focus  on  accurately  meeting  the  core  credit  reform  require- 
ments. Given  our  lack  of  alternatives,  we  felt  a  single  blended  sub- 
sidy rate  was  our  best  option. 

As  I  explained  in  my  June  26,  1995,  letter  to  the  subcommittee, 
we  felt  our  existing  subsidy  rate  modeling  procedure,  which  gen- 
erates a  blended  subsidy  rate,  could  address  many  of  the  issues 
raised  by  LowDoc. 

The  subsidy  model  allows  us  to  incorporate  different  loan  charac- 
teristics into  the  subsidy  rate,  so  the  effects  of  the  LowDoc  Pro- 
gram could  be  reflected  in  the  overall  7(a)  subsidy  rate.  By  Decem- 
ber of  1994,  as  we  were  developing  the  Fiscal  Year  1996  budget, 
which  is  presently  before  the  Congress,  LowDoc  had  grown  to  a 
more  substantial  size,  encompassing  about  5  percent  of  the  7(a) 
loan  dollars. 

But  as  I  have  noted,  at  that  time,  SBA  did  not  have  sufficient 
historic  evidence  to  demonstrate  that  LowDoc  loans  would  perform 
significantly  differently  from  regular  7(a)  loans.  LowDoc  loans 
themselves  were  not  seasoned  enough  at  that  time  to  provide  us 
with  any  useful  information. 

From  a  practical  perspective,  SBA  did  not  have  the  financial  sys- 
tems capacity  to  begin  tracking  categories  of  loans  within  the  7(a) 
Program,  in  addition  to  the  11  distinct  programs  —  distinct  from 
7(a)  —  the  agency  was  already  required  by  law  to  track. 

Consequently,  we  used  the  information  available  to  us  at  that 
time  to  ensure  the  overall  7(a)  subsidy  rate  reflected  the  new 
LowDoc  Program.  I  want  to  stress  that  further  analysis  is  needed 
to  estimate  the  LowDoc  Program,  based  on  a  broader  range  of  risk 
indicators. 

In  the  past  6  months,  SBA  has  made  great  strides  in  establishing 
an  automated  financial  system,  capable  of  tracking  individual  loan 
programs  as  required  under  the  Federal  Credit  Reform  Act.  In  ad- 


dition,  SBA  is  in  the  process  of  a  thorough  review  of  the  historical 
performance  of  its  loan  programs,  based  on  multiple  risk  factors. 

Both  of  these  initiatives  have  increased  SBA's  tools  for  estimat- 
ing risks  and  accurately  reporting  program  performance.  While  it 
is  clearly  still  too  early  to  know  how  LowDoc  loans  will  perform 
compared  to  other  7(a)  loans.  SBA's  financial  accounting  systems 
will  enable  us  to  monitor  the  performance  of  these  loans  as  they 
continue  to  mature. 

With  regard  to  the  future  of  the  program,  0MB  has  supported 
the  goals  the  LowDoc  Program  was  designed  to  achieve  since  its  in- 
ception. LowDoc  offers  an  innovative  way  to  reduce  the  paperwork 
burden  on  private  lenders  and  applicants  for  loan  guarantees. 
There  is  reason  to  believe  that  the  smaller  loans  more  often  go  to 
smaller  businesses,  and  to  businesses  owned  by  women  and  minori- 
ties —  groups  which  frequently  have  the  least  access  to  capital. 

As  you  are  aware,  the  SBA  has  proposed  legislation  to  reduce  the 
Federal  guarantee  on  the  LowDoc  Program  to  85  percent.  0MB  be- 
lieves this  reform  proposal  is  an  important  step  toward  ensuring 
that  the  7(a)  Program  continues  to  meet  the  credit  needs  of  the 
smallest  businesses  at  the  lowest  cost  to  the  taxpayer. 

Thank  you,  Mr.  Chairman,  that  concludes  my  brief  summary  of 
my  formal  statement.  I  would  be  happy  to  answer  any  questions 
you  may  have. 

[Mr.  Koskinen's  statement  may  be  found  in  the  appendix.] 

Chairman  TORKILDSEN.  Thank  you  very  much,  Mr.  Koskinen, 
and  I  appreciate  your  testimony  and  the  number  of  points  that  you 
cover,  and  would  like  to  follow  up  with  some  questions  on  your  tes- 
timony. First  off,  you  did  mention  that  when  you  were  looking  at 
estimating  a  subsidy  rate  for  the  LowDoc  Program,  you  felt  there 
was  not  enough  history  to  the  program  to  do  so.  Yet  0MB  did  cal- 
culate a  blended  subsidy  rate  of  the  7(a)  Program,  including  the 
LowDoc  Program. 

Could  you  talk  a  little  bit  about  the  assumptions  that  you  made 
to  arrive  at  this  blended  subsidy  rate,  as  opposed  to  the  subsidy 
rate  you  felt  was  necessary  for  the  7(a)  Program  on  its  own? 

Mr.  Koskinen.  Actually,  the  blended  rate  was  adjusted  primarily 
for  changes  in  the  overall  7(a)  Program.  In  the  1994  considerations, 
we  did  not  have  a  specific  change  built  into  the  program  because 
of  the  LowDoc  7(a)  Program  because  it  was  still  new  and  we  did 
not  have  historic  information  on  how  it  would  perform.  On  the 
other  hand,  we  did  make  adjustments  and  blend  the  rate  for  the 
7(a)  Program,  generally  based  on  adjustments  that  were  going  on. 

The  major  adjustment  was  that,  prior  to  that  time,  a  proposal 
had  been  made  that  there  would  be  revenue  sharing  between  SBA 
and  the  private  sector  for  any  loans  sold  above  110  percent  of  PAR. 
As  luck  would  have  it,  the  market  adjusted  to  that,  and  there  were 
no  significant  loans  sold  above  110  percent  of  PAR.  Also,  previous 
subsidy  estimates  had  assumed  that  there  would  be  revenue  to  the 
Government  as  a  result  of  that  change.  Therefore,  about  a  50  basis 
point  change  was  made  to  increase  the  subsidy  rate  because  of  that 
factor. 

Chairman  Torkildsen.  So  what  you're  saying  is  that  when  you 
blended  the  LowDoc  Program  into  the  7(a)  Program,  the  only  as- 


sumption  you  made  was  that  the  loans  would  perform  roughly  the 
same  as  the  entire  7(a)  Program  would. 

Mr.  KOSKENTEN.  That's  correct. 

Chairman  Torkildsen.  When  the  office  devised  its  set  of  as- 
sumptions for  the  micro  loan  program,  now,  my  understanding  is 
that  you  did  calculate  a  separate  estimate  in  that  area.  Could  you 
talk  about  how  you  were  able  to  make  certain  assumptions  on  the 
micro  loan  program,  whereas  you  were  not  able  to  do  so  on  the 
LowDoc  Program? 

Mr.  KOSKINEN.  Well,  as  I  said  in  my  statement  —  and  it  gets  a 
little  complicated  there  —  the  micro  loan  program  is  1  of  the  11 
separate  programs  that  SBA  runs.  The  Section  7(a)  Program  is  one 
of  those  11.  For  each  of  those  11  programs,  the  law  requires  that 
there  be  a  separate  subsidy  rate.  The  question  we're  dealing  with 
with  LowDoc  is,  it's  a  subset  of  1  of  those  11  categories.  Our  judg- 
ment at  that  time  was  that  SBA  and  most  of  the  agencies  were 
having  enough  difficulty  covering  their  basic  programs  that  it  was 
impossible  to  expect  that  they  would  be  able  to  devise  meaningful 
information  about  subsets  of  those  basic  programs. 

So  the  microloan  program  is  in  effect  the  equivalent  of  the  7(a) 
Program.  It  is  not  a  subset  of  the  7(a)  Program. 

Chairman  Torkildsen.  If  the  point  is  that  you're  required  to  do 
so,  therefore  you  did  so,  I  mean,  if  this  Congress  required  a  sepa- 
rate subsidy  rate  to  be  established  for  the  LowDoc  Program,  how 
would  you  go  about  doing  that  then? 

Mr.  KosKiNEN.  If  we  had,  in  1994,  been  told  we  had  to  have  a 
separate  rate  for  the  LowDoc  Program,  we  would  not  have  had  a 
basis  for  having  a  different  rate  than  the  rate  for  the  7(a)  Program. 
In  other  words,  the  LowDoc  Program  is  a  subset  of  the  $155,000 
limit,  which  is  the  90  percent  guarantee  under  the  7(a)  Program. 
As  I  noted,  we  have  no  basis  for  determining,  at  this  point,  factu- 
ally, or  even  on  assumptions,  that  there  would  be  a  difference  in 
performance. 

So  basically,  the  subsidy  rate,  if  we  broke  it  out,  would  be  the 
same.  Our  problem  is  that  SBA  has  not  had,  historically,  the  abil- 
ity to  actually  track  and  report  on  those  performance  characteris- 
tics. Our  hope  is,  and  our  expectation  is,  that  by  the  time  the  1997 
budget  presentation  is  made,  that  SBA,  as  a  result  of  the  progress 
they're  making,  will  actually  be  able  to  start  to  give  us  information 
about  loan  performance  tied  to  various  characteristics. 

Chairman  Torkildsen.  At  that  time,  would  you  expect  to  have 
enough  information,  enough  loans  that  are  seasoned,  to  establish 
a  separate  rate  for  the  LowDoc  Program  or  at  least  to  factor  it  into 
your  overall  blended  rate  for  the  7(a)  Program? 

Mr.  KOSKINEN.  We  clearly  hope  to  have  more  information. 
Whether  we  will  have  enough  information  and  enough  capacity  in 
SBA  to  actually  track  LowDoc  loans  separately,  will  depend  on 
what  we  find  in  another  3  or  4  months  when  the  SBA  numbers 
show  up.  Also,  it  is  not  clear  yet  —  and  we  won't  know  until  we 
see  that  information  —  whether  the  information  will  justify  a  dif- 
ferent subsidy  rate. 

The  very  preliminary  information  indicates  that  it  may  turn  out 
to  be  that  the  LowDoc  Program  runs  at  a  subsidy  rate  equivalent 


to  the  rest  of  the  7(a)  Program.  But  that's  the  key  question,  and 
that's  what  we're  trying  to  establish  more  information  about. 

To  the  extent  we  can  ultimately  collect  and  monitor  and  track 
that  information,  and  it  appears  appropriate,  we  would  then  create 
a  subcategory. 

Chairman  Torkildsen.  With  it  clearly  established  that  you  do 
not  have  sufficient  information  at  this  time  to  establish  a  separate 
subsidy  rate  for  the  LowDoc  Program,  purely  from  a  budgetary  per- 
spective, do  you  think  it's  wise  to  expand  this  from  a  pilot  program 
to  a  nationwide  program,  when  clearly,  from  your  own  words,  you 
do  not  have  the  information  available  to  establish  a  subsidy  rate 
for  the  program  on  its  own. 

Mr.  KosKiNEN.  I  think  it  is  wise  because,  as  I  noted,  the  only  dif- 
ference in  this  loan  program  and  the  regular  7(a)  Program,  or  the 
section  of  the  7(a)  Program  for  those  under  $155,000,  is  how  much 
documentation  the  lender  provides  to  the  Government,  to  SBA.  The 
borrower  provides  the  same  information  to  the  lender  and  is  sub- 
ject to  the  same  restrictions.  So,  the  program  would  grow,  perhaps 
not  as  rapidly,  because  of  the  efficiency  of  the  processing,  but  we 
have  not  created  any  new  eligibility  for  borrowers  with  this  pro- 
gram. 

The  borrowers  are  eligible.  All  this  is  is  an  initiative  by  the  SBA 
to  try  to  make  the  program  more  user  friendly,  both  for  borrowers 
and  for  bankers.  But  from  the  standpoint  of  the  borrower,  thev 
have  to  provide  the  same  information  to  the  bank.  The  user  friend- 
ly aspect  of  it  is  that  simply  the  turn  around  time  is  much  faster 
tnan  with  the  lengthy  documentation  that  historically  was  pro- 
vided. 

So  it's  not  as  if  we  started  a  new  program  with  a  new  set  of  bor- 
rowers. Without  this  program,  we  would  still  have  those  borrowers 
—  they  would  just  be  standing  in  line  longer  for  their  loans. 

Chairman  Torkildsen.  Well,  isn't  there  a  difference,  though,  es- 

f)ecially  for  lenders,  in  that  if  you  are  a  lender  or  a  guaranteed 
ender  making  larger  loans,  the  amount  guaranteed  by  the  Federal 
Government  is  substantially  less  than  if  you  were  making  a 
LowDoc  loan.  If  you  have  a  certain  amount  of  your  own  capital 
available,  you  can  make  far  more  LowDoc  loans  with  that  amount 
of  your  own  capital  than  you  could  if  you  were  making  a  larger 
$500,000  loan  under  the  regular  7(a)  Program. 

Mr.  KosKlNEN.  That's  correct.  But  as  1  noted,  we  think  that  the 
philosophy  of  the  program  ought  to  be  to  reach  out  to  those  busi- 
nesses that  have  the  most  difficulty  receiving  capital  and  loans  in 
the  private  sector.  By  definition,  if  you  talk  to  lenders,  the  hardest 
loans  for  them  to  make  are  the  smaller  loans. 

That's  why  we  view  the  SBA  as  meant  to  be  the  Small  Business 
Administration,  not  the  Medium  Business  Administration.  We 
ought  to,  to  the  extent  we  can  allocate  resources,  direct  them  to- 
ward those  who  need  it  most. 

Chairman  TORKILDSEN.  I  understand  the  desire  of  the  SBA  to 
target  its  loan  portfolio  where  the  need  is  greatest,  but  again,  that 
gets  us  to  the  basic  question  that  I'm  asking.  If  these  businesses 
are  those  which  are  least  able  to  attract  capital,  either  because 
they  haven't  been  established  very  long  or  they  may  be  a  startup 
business  or  they  may  have  had  credit  problems  in  the  past,  and  the 


Federal  Grovernment  in  all  of  these  cases,  for  the  LowDoc  Program, 
is  guaranteeing  90  percent  of  the  loan;  whereas  the  larger  loans 
that  are  issued  under  7(a)  can  be  guaranteed  for  a  smaller  percent- 
age from  the  Federal  Government  than  that. 

Aren't  we  creating  an  incentive  for  banks  to  make  more  loans  to 
more  risky  businesses,  which  may  be  a  policy  question  that's  been 
decided.  But  if  that  decision  is  made,  shouldn't  we  expect  to  see  a 
higher  default  rate,  and  thus  the  need  for  a  higher  subsidy  rate  as 
these  loans  mature? 

Mr.  KOSKINEN.  That's  why  we  have  to  track  this.  It  is  not  clear 
yet  that  there  will  be  a  higher  default  rate,  or  that  there  has  been 
a  higher  default  rate  in  the  smaller  loans.  Their  difficulty  in  get- 
ting credit  is  not  because  they're  necessarily  riskier,  it  is  for  the 
points  you  note  —  that  the  banks,  given  their  druthers,  would 
rather  get  fees  on  a  single  $500,000  loan  than  five  $100,000  loans. 

So  there  is  an  access  to  the  capital  markets  issue  that  may  not 
necessarily  track  to  risk.  There  are  some  indications  that,  in  fact, 
the  smaller  loans  are  secured  by  people  who  have  put  all  of  their 
assets  including  their  homes  behind  those  loans.  They  may  actually 
have  a  greater  incentive  to  try  to  succeed,  than  a  larger  business 
where  the  entrepreneur  or  the  owner  is  not  as  committed  finan- 
cially and  personally. 

Chairman  Torkildsen.  Let's  touch  upon  a  few  other  issues.  I 
think  you  may  have  touched  upon  this  one  in  your  testimony; Just 
make  sure  I  understand  it  correctly.  In  the  administration's  KEGO 
II  proposal,  you  modify  the  loss  rate  assumption  for  the  7(a)  Pro- 
gram to  a  greater  number.  Now,  if  I  understood  you  correctly, 
you're  saying  that  the  reason  for  that  were  other  factors  and  were 
not  involved  in  any  changes  or  assumptions  based  on  the  inclusion 
of  the  LowDoc  Program;  is  that  correct? 

Mr.  KosKiNEN.  The  REGO  II  proposal  is  designed  to  deal  with 
the  entire  7(a)  Program,  and  was  a  desire  to  increase  the  fees,  to 
change  the  subsidy  assumptions  so  that  we  could  bring  the  subsidy 
rate  down.  Actually  the  proposal  in  REGO  II  is  to  bring  the  rate 
down  to  zero.  As  you  know,  the  Appropriations  Committee  and  the 
authorizers  in  the  House  are  considering  bringing  the  subsidy  rate 
down  to  1  percent,  from  the  2.75  percent,  approximately,  where  it 
is  now,  again,  by  the  same  adjustments  of  fees. 

It  is  primarily  an  adjustment  to  change  the  revenue  flow  to  the 
Government,  to  lower  the  subsidy  rate.  In  effect,  it  charges  the 
market  more  for  these  loans. 

Chairman  Torkildsen.  Technical  question  —  what  is  the  aver- 
age percentage  of  collateral  which  underwrites  LowDoc  loans,  as 
opposed  to  the  rest  of  the  7(a)  Programs?  Have  you  been  able  to 
break  that  out  yet? 

Mr.  KosKiNEN.  I  submitted  a  letter  to  you  at  the  start  of  this 
hearing.  It  relies  on  the  information  that  we  got  from  the  SBA.  As 
that  letter  notes,  approximately  31  percent  of  the  loans  in  the 
LowDoc  Program  that  are  under  $100,000  are  collateralized  by  as- 
sets, primarily  real  estate,  of  which  a  substantial  portion  of  it  are 
home  residences  or  assets  directly  held  by  the  owner.  This  means 
that  the  rest  of  the  loan  is  uncollateralized  by  hard  assets. 

Chairman  Torkildsen.  The  comparison  with  that  versus  the 
overall  7(a)  Program,  is  that  included  in  your  letter,  too? 
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Mr.  KOSKINEN.  I'm  not  sure  if  that's  in  the  letter,  and  I  don't 
know  if  we  have  that  information  handy. 

Chairman  Torkildsen.  If  I  could  ask  you. 

Mr.  KosKiNEN.  I'm  advised  that  the  SBA  does  not  have  that 
data.  They  had  to  do  a  sampling  and  a  survey  to  collect  the  data 
I  provided.  They  have  the  information  in  their  files,  but  they  do  not 
collect  and  control  in  their  information  system  for  collateralization 
behind  each  loan. 

Chairman  Torkildsen.  At  some  point,  it  would  appear  that 
you're  almost  in  a  Catch  22  right  now,  with  the  situation  of  not 
having  enough  information,  not  having  enough  seasoned  loans  to 
determine  what  the  subsidy  rate  should  be.  Perhaps  it  will  match 
the  7(a)  Program  overall.  My  concern  is  that  with  this  program 
going  from  a  pilot  program  to  a  nationwide  program,  an  expansion 
of  many  times  the  size  of  the  pilot  program,  without  that  informa- 
tion, I  have  to  question  that  decision,  absent  any  type  of  analysis 
done. 

Granted,  you  don't  have  enough  seasoned  loans  to  make  that 
judgment.  I  would  think  that,  looking  at  an  expansion  of  this  size, 
you  would  at  least  attempt  to  have  some  idea  of  where  those  loans 
are  headed.  If  they  are  going  to  be  the  same  as  the  7(a)  Program, 
I'd  say  fine,  the  expansion  would  be  warranted.  But  absent  that  in- 
formation, I  really  do  have  to  question  why  the  administration  is 
making  this  expansion  and  making  this  expansion  so  quickly. 

If  it  takes  perhaps  a  second  or  third  year  of  monitoring  the  pilot 
program,  I'd  just  have  to  ask  why  wasn't  that  done  before  the  ex- 
pansion? Because,  clearly,  from  your  testimony,  you  are  saying  that 
you  don't  have  that  information,  even  after  1  full  year.  I  think  in 
most  loan  programs,  you  wouldn't  have  that  information  after  1 
year.  Defaults,  from  my  understanding,  do  show  up  more  often  in 
the  second  and  third  year  of  any  loan  program,  not  just  this  pro- 
gram. 

So  I  mean,  could  you  just  explain  how  you  reached  that  decision, 
because  I'm  really  not  sure  from  your  testimony  how  that  decision 
was  made  to  go  to  the  expansion  before  enough  information  on  this 
program  could  become  apparent. 

Mr.  KoSKlNEN.  Again  I  would  stress  that  we  have  not  created  a 
new  set  of  borrowers,  and  have  not  established  a  new  set  of  bor- 
rowing terms.  The  7(a)  Programs  has  made  loans  under  $155,000 
or  under  $100,000  for  a  long  time  during  its  existence.  The  expan- 
sion of  the  program  is  simply  a  result  of  the  fact  that  the  program 
is  made  more  efficient  and  convenient.  But  we  have  had  a  subsidy 
rate  for  the  7(a)  Program  that  is  based  on  the  experience  of  the  full 
gamut  of  loans  being  made,  including  those  made  under  $155,000, 
which  is  the  historic  cutoff  for  the  increased  Government  guarantee 
up  to  90  percent. 

What  we've  done,  as  I  said,  is  not  change  the  program;  we've 
changed  the  way  the  program  is  managed.  The  effectiveness  of 
changing  that  program  by  making  it  in  effect  a  more  user  friendly 
program  has  increased  its  desirability  in  the  market  place,  both  to 
banks  and  to  borrowers.  But  that  has  not  changed  the  program  it- 
self. What  it  has  done  is  increased  the  number  of  people  interested 
in  the  program. 


By  the  time  we  looked  at  the  program  last  Fall,  it  was  still  only 
5  percent  of  the  dollar  volume  of  the  SBA  Programs  overall.  Even 
though  there  are  a  large  volume  of  these  loans,  the  last  information 
we  had  is  that  while  over  half  of  the  new  loans  being  made  are 
going  into  the  LowDoc  Program,  it  still  is  only  approximately  20 
percent  of  the  dollar  volume  of  the  SBA. 

What  is  a  fairly  large  volume  of  loans  outstanding,  because  these 
are  smaller  loans,  by  definition,  these  are  still  a  smaller  cohort  of 
the  actual  dollar  value.  But  your  point  is  well  taken,  and  we  con- 
tinue to  work  with  the  agencies  across  the  board,  including  the 
SBA,  to  try  to  monitor  programs  carefully  and  collect  as  much  in- 
formation as  we  can. 

As  I  said  when  I  started,  that  is  actually  the  genius  of  credit  re- 
form. Historically,  what  happened  with  any  credit  program  where 
the  Government  had  guarantees,  there  was  no  attempt  up  front  to 
actually  monitor  and  figure  out  what  the  cost  on  an  annual  basis 
was,  other  than  the  subsidy  built  into  that  program.  You  simply 
waited  until  loans  defaulted  and  then  covered  the  guarantee. 

So  in  moving,  in  a  relatively  short  period  of  time,  from  what 
would  have  been  a  cash-fiow  program  to,  in  fact,  a  present  value 
cost  program,  we're  actually  directing  questions  such  as  yours  to 
these  programs.  These  are  good  questions  and  the  appropriate 
questions  to  ask.  We  need  to  continue  to  monitor  the  programs  and 
to  continue  to  test  the  subsidy  rates  and  the  assumptions  on  which 
they're  based.  That's  what  we  propose  to  do  in  the  next  budget 
process. 

Thus  far,  there  are  no  indications  that  we  know,  although  the 
numbers  are  very  preliminary,  and  we  won't  have  better  numbers 
until  the  Fall,  that  there  has  been  a  major  change  in  the  Govern- 
ment's exposure.  The  advantage  and  the  desirability  of  the  credit 
reform  analysis  is,  as  we  collect  that  data  —  which  we  are  now  col- 
lecting for  the  first  time  —  we  can  adjust  the  subsidy  rate  accord- 
ingly to  take  into  account  the  historic  performance  of  these  pro- 
grams. 

Chairman  Torkildsen.  The  20  percent  you  mentioned,  that 
LowDoc  is  of  the  entire  portfolio,  did  I  understand  you  correctly? 

Mr.  KosKiNEN.  Of  the  dollar  value  of  the  loans  that  have  been 
underwritten. 

Chairman  Torkildsen.  Underwritten.  How  much  do  you  see  that 
increasing,  that  percentage,  as  the  LowDoc  Program  is  expanded? 

Mr.  KosKiNEN.  We  have  to  ask  SBA  what  their  experience  with 
the  market  is  in  terms  of  whether  this  is  a  curve  that's  plateauing, 
or  whether  there  is  a  demand  out  there  that  is  growing.  Thus  far, 
as  shown  by  their  activities,  they  have  come  up  against  the  ceiling 
each  year  of  their  ability  to  make  loans.  The  loan  volume  is  con- 
trolled primarily  by  the  appropriation  for  the  subsidy  rate. 

Our  expectation  is  that  this  year,  again,  as  we  get  close  to  the 
end  of  the  fiscal  year,  the  demand  for  the  program  will  have  been 
such  that  we  will  have  reached  the  limit  of  the  program  for  the 
year.  So,  there's  a  demand  out  there.  The  question  that  we  don't 
have  the  information  for  is,  how  expansive  is  that  demand;  and  if 
you  continue  to  run  the  program,  how  long  is  the  que  of  businesses 
that  are  interested? 
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It's  conceivable,  while  this  is  a  new  program,  that  fairly  soon,  in 
the  next  year  or  2,  we  could  plateau  or  start  to  have  a  tapering  off 
of  the  demand  for  the  program. 

Chairman  ToRKlLDSEN.  Under  REGO  II,  though,  if  you  made  the 
assumption  that  there  would  be  zero  subsidy  under  the  revisions 
made,  wouldn't  you  have  to  make  an  assumption  about  demand  in 
all  the  programs? 

Mr.  KosKiNEN.  Yes.  At  a  zero  subsidy  rate,  by  definition,  the  pro- 
gram then  becomes  self-funding.  You  are  reserving  with  your  fees 
up  front  for  anticipated  defaults  and  costs  over  time.  At  that  point, 
the  authorizing  legislation,  which  does  have  ceilings  in  it  now, 
would  be  the  operative  control  mechanism.  That  is,  you  would 
make  a  judgment  as  to  what  the  market  needs  were  and  what  the 
amount  of  demand  that  you  wanted  to  meet  in  the  program  was. 

If  you  went  to  that  distinction,  that  would  be  the  controlling 
mechanism. 

Chairman  Torkildsen.  But  even  under  an  assumed  zero  subsidy 
rate,  there  would  still  be,  from  OMB's  perspective,  a  maximum 
amount  of  loans  that  would  be  underwritten.  At  that  point,  there 
would  not  be  any  unless  the  Congress  authorized  additional  loans 
to  be  made. 

Mr.  KosKiNEN.  Well,  as  I  said,  if  you  go  to  a  zero  subsidy  rate, 
it  takes  no  appropriations  to  support  the  program.  So,  the  only  lim- 
itation on  the  program  is  the  volume  of  loans  that  the  Congress  de- 
cides it  would  like  to  have  guaranteed.  This  year,  for  instance,  in 
the  proposal  to  provide  roughly  $100  million  in  budget  authority 
and  a  1  percent  subsidy  rate,  if  that  goes  through,  it  would  allow 
you  to  have  about  a  $10  billion  Program.  That's  the  limitation. 

If  you  had  a  zero  percent  subsidy  rate  and  you  thought  $10  bil- 
lion was  the  right  number,  you  would  in  fact  write  into  the  author- 
ization that  you  can  underwrite  up  to  guarantee  up  to  $10  billion, 
and  then  you  would  stop. 

Chairman  Torkildsen.  Under  the  administration's  REGO  II  pro- 
posal, did  they  have  a  maximum  amount  for  the  portfolio? 

Mr.  KOSKINEN.  My  understanding  is  that  the  proposal  would 
have  been  to  have  the  program  go  to  $11  billion,  which  is  the  pres- 
ently authorized  level.  So,  REGO  II  did  not  anticipate  expanding 
beyond  the  congressional  limitation. 

Chairman  Torkildsen.  Thank  you.  With  that,  I  think  we're  sort 
of  at  a  stand-off  here.  I  appreciate  you  testifying  today,  and  ex- 
plaining OMB's  processes  that  it  went  through  to  achieve  a  blended 
subsidy  rate.  I  would  still  caution  0MB  that  I  think  this  program, 
while  it  may  be  positive  in  every  respect  —  I  know  it's  positive  in 
many  respects  right  now  for  the  reasons  you  mentioned  about  the 
reduced  paperwork,  the  reduced  steps  that  anyone  has  to  go 
through  to  borrow  this  money,  both  from  the  lender's  and  the  bor- 
rower s  perspective. 

My  concern  is  that  we  do  not  find  out  several  years  later  that, 
because  of  the  higher  guarantee  rate,  that  we  put  too  much  of  an 
incentive  for  lenders  to  lend  money  to  individuals  and  businesses 
that  perhaps  weren't  the  same  credit  risk  of  those  who  are  nor- 
mally in  the  7(a)  Program.  So,  we  have  a  bit  of  a  disagreement 
here.  But  I  do  appreciate  you  coming  to  testify.  At  this  time,  I 


11 

would  like  to  ask  Congressman  Chrysler  if  you  have  any  questions 
for  our  witness. 

Mr.  KosKENfEN.  On  the  just-in-time  theory  of  doing  business. 

Mr.  Chrysler.  I've  practiced  just-in-time  for  a  lot  of  years  in  my 
business.  But  I  don't  have  any  questions.  Thank  you  for  asking. 

Chairman  Torkildsen.  Thank  you,  Congressman  Chrysler.  With 
that,  I  will  stay  in  contact  with  Director  Rivlin.  Mr.  Koskinen,  I 
will  appreciate  any  information  you  can  provide  this  subcommittee 
on  the  monitoring  that  you  will  be  doing  on  the  LowDoc  Program 
as  well  as  other  loan  programs.  I  think  it's  important  that  we  not 
have  any  surprises  halfway  through  the  fiscal  year,  as  certainly  we 
have  had  in  other  areas. 

So,  with  that,  I  will  thank  you  for  your  testimony,  and  this  hear- 
ing is  adjourned. 

Mr.  KosKENEN.  Thank  you,  Mr.  Chairman. 

[Whereupon,  at  10:35  a.m.,  the  hearing  was  adjourned,  subject  to 
the  call  of  the  chair.] 
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OPENING  STATEMENT 

HEARrNG  ON  U.S  SMALL  BUSINESS  ADMINSTRATION'S 
LOW  DOCUMENTATION  (LOW  DOC)  LOAN  PROGRAM 

Wednesday,  July  19,  1995 
10:00  a.m. 


The  Committee  will  come  to  order. 

Good  Morning.    It  is  my  pleasure  as  Chairman  of  the  Small  Business 
Committee's  Subcommittee  on  Government  Programs  to  welcome  our  guest 
today. 

As  you  know,  the  first  day  of  hearings  on  this  issue  was  held  June  28, 
1995.   At  that  time,  a  representative  from  the  Office  of  Mangament  and 
Budget  (0MB)  was  not  present  to  testify  before  the  Subcommittee  on  the 
issues  surrounding  the  Low  Doc  program  and  the  scoring  of  a  subsidy  rate. 
In  the  absence  of  a  representative,  the  Subcommittee  moved  to  Issue  a 
subpoena  to  Ms.  Alice  RIvlin,  the  Director  of  0MB.   A  formal  vote  was  held 
and  the  motion  passed  the  Subcommittee  by  a  vote  of  7-0. 
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Since  that  time,  Ms.  Rivlin  and  I  have  spolcen,  agreeing  on  today  for 
continuation  of  this  hearing.   Unfortunatly,  due  to  a  scheduling  conflict,  she 
is  unable  to  be  with  us  today.    Mr.  John  Koskinen,  Deputy  Director  for 
Management,  from  the  Office  of  Mangagement  and  Budget  in  the  Executive 
Office  of  the  President  is  here  on  her  behalf.   We  are  pleased  to  have  Mr. 
Koskinen  here  today. 

Again,  welcome  to  our  witness  and  with  that  i  will  yield  to  the  ranking 
member,  Mr.  Poshard,  for  any  opening  statement  he  might  wish  to  make. 
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Committee  on  Small  Business 
Subcommittee  on  Govermnent  Programs 

July  19,  1995 


Testimony  of  Representative  Glenn  Poshard, 
Ranking  Minority  Member  on  Subcommittee  on  Government  Programs 


Mr.  Chairman,  I  want  to  thank  you  for  providing  the  Committee  the 
opportunity  today  to  hear  the  testimony  of  John  Koskinen,  Deputy  Director  for 
Management  at  the  Office  of  Management  and  Budget  (0MB)  on  the  Small  Business 
Administration's  Low  Doc  loan  guarantee  program.    As  I  am  sure  Mr,  Koskinen  will 
agree,  0MB  is  pleased  to  be  able  to  appear  before  this  Committee. 

Chairman  Torldldsen,  I  again  want  to  convey  my  willingness  to  assist  you  in 
bringing  witnesses  before  this  Committee.   Along  with  you,  I  agree  the  Committee's 
ability  to  call  members  of  the  Administration  to  testify  on  programs  in  which  the 
Committee  has  oversight  is  crucial.   I  hope  in  the  future  we  can  work  together  to 
ensure  the  need  to  subpoena  witnesses  can  be  avoided  if  at  all  possible.    I  truly  believe 
and  have  been  assured  the  difficulty  the  Committee  experienced  last  week  in  having  a 
representative  from  the  0MB  present  at  our  hearing  on  the  Low  Doc  program  was 
simply  a  result  of  miscommunication,  and  not  a  matter  of  0MB  not  wanting  to  testify 
before  the  Committee. 

Thank  you  Mr.  Koskinen  for  appearing  before  the  Committee.  It  is  a  pleasure 
to  have  you  here  with  us  today,  and  I  look  forward  to  hearing  from  you  and  the  0MB 
on  the  SBA's  Low  Doc  program. 
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TESTIMONY  OF  JOHN  KOSKINEN 
Before  the  House  Small  Business  Subcommittee  on  Government  Programs 

July  19,  1995 


Qpod  morning,  Mr.  Chairman  and  Members  of  the  Subcommittee.   My  ^ 
name  |$  )Q\\n  Koskyien  and  I  am  the  Deputy  Director  for  Management  at  the 
Office  pf  Management  and  Budget.   I  want  to  thank  you  for  inviting  me  to 
appear  before  you  this  morning  to  discuss  the  Small  Business  Administration's 
(SEA)  Low  Documentation  (LowDoc)  loan  guarantee  program.  Before  we  get 
into  the  details  of  LowDoc,  I  thii^  It  wguld  be  helpful  to  briefly  discuss  credit 
rcfprra  and  Ih?  Office  of  Management  and  Budget's  (OMB)  role  in  esublishing 
credit  subsidy  rates  for  loan  programs.   I  have  attached  a  more  detailed 
explanation  of  credit  reform  for  ^our  reference. 

Cwdll  Refprin 

The  Federal  Crtsdlt  Rpforip  Act  of  1990  made  fimdamental  changes  in  the 
budgetary  treatment  of  direct  loans  and  loan  guarantees.  The  reforms,  which 
became  effective  in  p¥  1992,  shifty  ^fte  accounting  basis  for  federally 
provided  or  guaranteed  credit  froni  a  "^cash '  basis  to  a  net  present  value  basis. 
The  net  present  value  ^ppfqdch  is  far  superior  to  the  previous  budgeting  system 
in  many  ways.    Under  credit  refpfm,  fhg  ExpcuUve  pf  ranch  must  forecast  hPW 


loan  programs  will  perform  and  request  budgetary  resources  upfront  based  on 
those  assumptions.    This  new,  more  complex  process  has  required  agencies  to 
dramatically  overhaul  their  data  collection  procedures,  replacing  them  with 
more  sophisticated  tracking  systems-all  within  existing  resources.   However, 
while  the  transition  into  credit  reform  has  been  challenging,  it  has  greatly 
improved  the  budgetary  treatment  of  credit  programs.  C: 

Because  credit  reform  is  relatively  new,  I  think  it  would  be  useful  to 
explain  generally  how  the  process  of  estimating  subsidy  rates  works.   The        i! 
Executive  Branch  is  required  to  follow  a  specific  process,  specified  in  law,  in  /? 
developing  and  implementing  subsidy  rates.   During  the  process  of  developing 
the  President's  budget  proposal,  for  each  loan  program  in  the  Federal  budget, 
0MB  and  agencies  with  credit  programs  jointly  establish  projections  about  how 
the  loans  to  be  made  that  year  are  likely  to  perform.    In  developing  the 
projections,  we  make  numerous  assumptions.   At  the  time  the  President's 
budget  is  developed,  0MB  and  the  agencies  must  make  assumptions  about  the    i 
projected  loans,  such  as  expected  defaults,  delinquencies,  prepayments,  and 
other  factors.   The  estimates  also  include  factors  such  as  loan  maturity  and 
interest  rales.  <^  .:(";.;■:;  ■^>:ii  (^  '■-■-!■■■.!,    ■  j.  -u  r;.   r'-*,  ;-;  '%•■'*■■.    "■  •  ■■n;-    ■■';_.  \'.' 

^'ui  h'  ^'•'-■.  u-,;':!  ;!.-''>-.  I ■;*  .:'''>-.s^.J  .'.  '  J'  .-13'     ..-''■■  ;-'-^J     '■:^''-  V-^-' 
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For  existing  loan  programs,  the  Federal  Credit  Reform  Act  requires 
subsidy  estimates  to  be  based  on  historical  loan  performance  data.    0MB 
continues  to  work  with  agencies  to  improve  their  analysis  of  historical  loan 
performance.    If  the  President's  budget  includes  proposals  to  alter  the  credit 
program,  OMB  and  the  agency  decide  what  adjustments  should  be  made  based 
upon  past  historical  loan  performance  data.    In  establishing  subsidy  rates  for 
new  loan  programs  or  for  programs  which  have  been  significantly  restructured, 
we  use  the  performance  of  comparable  loan  programs  or  categories  of  loans  (in 
the  public  or  private  sectors)  as  proxies  for  loan  performance.    For  restructured 
loan  programs,  historical  performance  may  no  longer  be  a  strong  predictor  of 
the  future.    In  those  situations,  assumptions  are  based  on  our  understanding  of 
the  relationships  between  loan  characteristics  and  loan  performance.    In  cases  of 
incomplete  information,  assumptions  are  based  on  our  best  judgment. 

Importantly,  once  OMB  and  an  agency  agree  on  the  assumptions  and  the 
assumptions  are  reflected  in  the  President's  budget,  by  statute,  those 
assumptions  must  be  used  in  the  Budget  Enforcement  Act  scoring  process,  and 
consequently  the  budget  execution  process  for  the  fiscal  year  of  the  proposed 
budget.    Underlying  assumptions  used  in  the  subsidy  rates  in  the  President's 
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budget  may  only  be  changed  if  legislative  changes  arc  made  to  the  program 
which  affect  those  assumptions.   So,  for  example,  this  past  December,  we 
developed  a  baseline  credit  subsidy  estimate  for  the  7(a)  program  for  the  FY 
1996  budget.  Those  assumptions  will  remain  in  place  for  the  duration  of  FY 
1996  beginning  October  1st,  unless  significant  programmatic  changes  are 
enacted  to  necessitate  a  new  subsidy  rate  estimate.   If  so,  we  can  alter  only  the 
underlying  assumptions  which  we  believe  will  be  affected  by  the  legislation;  all 
other  assumptions  remain  the  same.    The  assumptions  underlying  the  subsidy 
rates  currently  in  effect  (for  FY  1995)  were  established  in  the  President's  FY 
1995  budget,  proposed  in  February  1994. 

The  requirement  to  make  only  annual  adjustments  to  technical 
assumptions  gives  Congress  the  assurance  that  the  funds  appropriated  for  a 
program  will  support  the  loan  levels  anticipated  in  the  appropriations  process. 
However,  it  also  prevents  0MB  and  the  agencies  from  updating  subsidy  rates  as 
information  is  gathered  throughout  the  year. 

SBA's  LowDoc  Program 

As  you  have  heard  in  previous  testimony,  SBA  initiated  the  LowDoc 
program  as  a  pilot  in  December  of  1993.    At  that  time,  it  was  a  very  small 
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initiative  within  SBA's  largest  loan  program,  Section  7(a)  general  business  loan 
guarantees.    In  the  summer  of  1994,  SB  A  expanded  the  program  nation-wide. 
The  LowDoc  program  allows  lenders  to  submit  a  one-page  application  for  a 
Federal  guarantee,  without  most  of  the  previously  required  attachments,  for 
loans  under  $100,000.    For  both  LowDoc  and  regular  7(a)  loans,  however,  the 
small  business  borrower  is  required  to  submit  the  same  documentation  to  the 
lender.    SEA  also  esublished  a  procedure  for  faster  turn-around  on  LowDoc 
loan  application  reviews. 

As  I  stated  in  my  June  26,  1995  letter  to  the  Subcommittee,  when 
LowDoc  began,  0MB  and  SBA  staff  informally  discussed  options  for 
establishing  a  separate  subsidy  rate  for  the  program.    Jointly,  we  decided  not  to 
calculate  a  separate  subsidy  rate  for  several  reasons.    First,  it  was  not  clear  that 
LowDoc  loans  would  perform  significantly  differently  from  regular  7(a)  loans. 
As  Director  Rivlin  noted  in  her  June  29,  1995  letter  to  the  Subcommittee,  by 
statute,  a  90  percent  guarantee  is  provided  for  all  7(a)  loans  under  $155, OCX). 
The  key  difference  between  LowDoc  and  regular  7(a)  loans  is  the  lender  is 
permitted  to  submit  less  documentation  to  SBA.   Moreover,  reliable  data  which 
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could  be  used  to  analyze  the  correlation  between  loan  size,  percent  guaranteed, 
and  default  risk  was  not  available. 

Second,  ai  the  lime  LowDoc  was  proposed,  SB  A  was  not  prepared  to 
budget  and  account  for  loans  by  risk  category.    At  that  time,  SBA  was  still 
working  to  implement  the  recently  enacted  Federal  Credit  Reform  Act.    While 
0MB  has  always  supported  the  establishment  of  risk  categories,  and  has 
strongly  encouraged  agencies  to  examine  possible  subcategories  within  loan 
programs,  when  LowDoc  was  proposed,  0MB  did  not  believe  SBA's  financial 
systems  could  accurately  support  this  added  level  of  sophistication.    Given 
SBA's  limited  .systems  resources,  OMB  believed  that  SBA  should  focus  on 
accurately  meeting  the  core  credit  reform  requirements. 

The  lack  of  reliable  loan  performance  data  is  directly  tied  to  these 
systems  constraints.   Prior  to  credit  reform,  the  true  long  term  cost  of  loan 
programs  was  not  emphasized.    Consequently,  agencies  had  little  incentive  to 
develop  the  capacity  to  analyze  loan  performance  across  categories  of  loans, 
even  though  this  would  have  provided  important  data  on  the  loan  programs' 
effectiveness.    With  the  advent  of  credit  reform,  agencies  undertook  projects. to 
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produce  historical  long-term  loan  performance.    Given  the  cost  of  producing 
data  in  this  new  prospective,  many  agencies  only  analysed  performance  at  the 
cohort  level,  rather  than  by  individual  loan  characteristics.    SBA,  for  example, 
examined  how  all  7(a)  loans  performed  historically.    Performance  was  not 
broken  out  by  such  characteristics  as  loan  size  or  percent  guaranteed. 

Most  agencies  have  made  great  strides  in  implementing  automated 
systems  designed  to  provide  detailed  loan  performance  information  quickly  and 
easily.    This  winter,  we  anticipate  that  SBA  will  have  useful,  accessible, 
historical  loan  performance  data  for  use  in  developing  the  FY  1997  budget. 

Given  our  lack  of  alternatives,  we  fell  a  single  blended  subsidy  rale  was 
our  best  option.    As  I  explained  in  my  June  26,  1995  letter,  we  fell  our  existing 
subsidy  rate  modeling  procedure,  which  generates  a  blended  subsidy  rale,  could 
address  many  of  the  issues  raised  by  LowDoc.   The  subsidy  model  allows  us  to 
incorporate  different  loan  characteristics  into  the  subsidy  rate,  so  the  effects  of 
the  LowDoc  program  could  be  reflected  in  the  overall  7(a)  subsidy  rate. 
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The  timing  of  the  subsidy  rale  esUmalion  process  is  also  worth  noting. 
As  I  have  explained,  0MB  and  the  agencies  only  adjust  the  subsidy  rate 
assumptions  when  the  President's  budget  is  issued  and  any  applicable 
subsequent  legislation  is  enacted.    During  the  development  of  the  FY  1995 
budget,  (November  and  December  of  1993),  the  LowDoc  program  was  still  a 
small  pilot  program.    Even  if  we  had  created  risk  categories  at  that  time, 
LowDoc  would  not  have  been  one  of  them;  it  was  just  too  new  and  too  small  at 
that  point.    As  you  know,  SBA  has  initiated  many  specially  tailored  loan 
programs  within  the  broad  Section  7(a)  authority.   It  was  not  possible  to  predict 
at  that  time  whether  LowDoc  would  remain  another  small,  focused  initiative,  or 
if  it  would  be  appealing  enough  to  grow  into  a  sizable  portion  of  the  portfolio. 

By  December  of  1994,  as  we  were  developing  the  FY  1996  budget, 
LowDoc  had  grown  to  a  more  substantial  size  (about  5  percent  of  the  7(a)  loan 
dollars).    But  as  I  have  noted,  at  that  time,  SBA  did  not  have  sulTicieni 
historical  evidence  to  demonstrate  that  LowDoc  loans  would  perform 
significantly  differently  from  regular  7(a)  loans.   The  LowDoc  loans  themselves 
were  not  seasoned  enough  to  provide  us  with  any  useful  information.    And, 
from  a  practical  perspective,  SBA  did  not  have  the  financial  systems  capacity  to 
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begin  tracking  categories  of  loans  within  the  7(a)  program  in  addition  to  the  11 
distinct  programs  the  agency  was  already  required  lo  track  by  law. 
Consequently,  we  used  the  information  available  to  us  at  that  time  to  ensure  the 
overall  7(a)  subsidy  rate  reflected  the  new  LowDoc  program.    One  piece  of 
interesting  information  was  that  from  December  of  1993  to  December  1994,  the 
weighted  average  Federal  guarantee  percentage  remained  the  same,  at  77.1 
percent.    In  other  words,  although  SBA  made  increasingly  more  loans  under 
LowDoc,  the  dollar  volume  was  still  not  enough  to  alter  the  weighted  average 
Federal  share  for  the  program  as  a  whole.    We  considered  this  a  good  sign  that 
the  LowDoc  program  had  not  significantly  altered  the  characteristics  of  the 
overall  7(a)  portfolio. 

Further  Analysis 

I  want  to  stress  that  further  analysis  is  needed  to  estimate  the 
performance  of  the  LowDoc  program  based  on  a  broader  range  of  risk 
indicators.    In  the  past  six  months,  SBA  has  made  great  strides  in  establishing 
an  automated  fmancial  system  capable  of  tracking  individual  loan  programs  as 
required  under  the  Federal  Credit  Reform  Act.    In  addition,  SBA  is  in  the 
process  of  a  thorough  review  of  the  historical  performance  of  its  loan  programs 
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based  on  multiple  risk  factors.    Both  of  these  initiatives  have  increased  SBA's 
tools  for  estimating  risk  and  accurately  reporting  program  performance.    While 
it  is  clearly  still  too  early  to  know  how  LowDoc  loans  will  perform  compared 
to  other  7(a)  loans,  SBA's  financial  accounting  systems  will  enable  us  to 
moniior  the  performance  of  these  loans  as  they  continue  to  mature. 

Future  of  the  IxjwDoc  Program  ' 

As  I  stated  in  my  June  26,  1995  letter,  0MB  has  supported  the  goals  the 
LowDoc  program  was  designed  to  achieve  since  its  inception.    LowDoc  offers 
an  innovative  way  to  reduce  the  paperwork  burden  on  private  lenders  and 
applicants  for  loan  guarantees.    We  believe  the  LowDoc  program  has  been 
successful  in  increasing  the  portion  of  smaller  loans  in  SBA's  portfolio.   There 
is  reason  to  believe  that  these  smaller  loans  more  often  go  lo  smaller 
businesses,  and  to  businesses  owned  by  women  and  minorilies,  groups  which 
frequently  have  the  least  access  to  capital. 

With  regard  to  loan  performance,  0MB  continues  to  monitor  the 
program,  as  it  does  all  Federal  credit  programs.    As  you  are  aware,  the  SBA 
has  proposed  legislation  to  reduce  the  Federal  guarantee  on  the  LowDoc    ^ 
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program  lo  85  percent.  0MB  believes  this  reform  proposal  is  an  important  step 
towards  ensuring  that  the  7(a)  program  continues  to  meet  the  credit  needs  of  the 
smallest  businesses,  at  the  lowest  cost  to  the  taxpayer. 

Thank  you,  Mr,  Chairman.    That  concludes  my  prepared  remarks.   I  will 
be  happy  to  answer  any  questions  you  may  have. 
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Attachment 

Credit  Reform 

The  Federal  Credit  Reform  Act  of  1990  (The  Act)  made  fundamental 
changes  in  the  budgetary  treatment  of  direct  loans  and  loan  guarantees.    The 
reforms,  which  became  effective  in  FY  1992,  shifted  the  accounting  basis  for 
federally  provided  or  guaranteed  credit  from  a  "cash"  basis  to  a  net  present 
value  basis. 

The  Act  placed  the  budgetary  treatment  of  direct  loans  and  loan 
guarantees  on  an  equal  footing.    Prior  to  the  Federal  Credit  Reform  Act,  the 
budget  accounted  for  direct  loans  and  loan  guarantees  on  a  cash  basis.    Direct 
loans  were  recorded  in  the  budget  as  a  cash  outlay  in  full  when  the  loan  was 
disbursed,  and  repayments  were  recorded  over  a  period  of  years  as  they 
occurred.   In  contrast,  the  Federal  guarantee  of  a  loan  disbursed  by  a  private 
lender  was  recorded  in  the  budget  only  when  fees  were  received  by  the 
Government,  or  when  payments  were  made,  such  as  the  reimbursement  of 
private  lenders  for  defaulted  loans. 

This  system  had  a  number  of  shortcomings,  most  notably: 

o         Ii  overstated  the  cost  of  direct  loans  and  understated  the  cost  of  loan 

guarantees.   This  encouraged  the  Federal  government  to  favor  guarantee* 
for  budget  purposes  regardless  of  their  true  cost. 

0        This  treatment  made  it  impossible  to  equitably  compare  the  cost  of 

different  credit  transactions  to  one  another  or  to  other  budgetary  actions, 
such  as  grants. 

0         Neither  Congress  nor  executive  agencies  had  effective  control  of 
guaranteed  loans.   They  did  not  have  to  set  aside  reserves  for  loan 
guarantees  to  pay  for  probable  defaults.    When  defaults  occurred,  the 
ensuing  outlays  from  the  claims  against  the  government  were 
uncontrollable. 

0         Direct  loans  made  from  revolving  funds  were  also  uncontrollable  to  a 

large  extent,  because  repayments  from  the  public  could  be  used  to  finance 
new  loans. 
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o  Because  the  full  amounts  of  direct  loans  were  recorded  as  outlays  when 
the  loans  were  disbursed,  no  direct  budget  entry  was  made  to  recognize 
the  lost  repayments  that  result  when,  as  often  happened,  the  loans  were 
defaulted,  forgiven,  or  converted  into  grants. 

o         Because  the  sales  of  direct  loans  reduced  budget  outlays,  they  were 

sometimes  encouraged  as  a  means  of  reducing  the  deficit  even  when  the 
Government  lost  money  on  the  sale. 

In  response  to  these  shoricomings,  the  Federal  Credit  Reform  Act  of 
1990  esublished  a  new  budgeting  method  to  more  accurately  reflect  the  true 
costs  (i.e.,  the  future  losses)  of  Federal  credit  programs.    The  Act  requires  that 
"the  President's  budget  shall  reflect  the  costs  of  direct  loan  and  loan  guarantee 
program."    Cost  is  defined  as  "the  estimated  long-term  cost  to  the  Government 
of  a  direct  loan  or  a  loan  guarantee,  calculated  on  a  net  present  value  basis, 
excluding  administrative  costs..."    The  Act  also  requires  budgeting  for  the  cost 
of  modifying  loans  that  already  exist.    Further,  the  Act  mandates  that  new 
direct  loan  obligations  may  be  incurred  and  new  loan  guarantee  commitments 
may  be  made  only  to  the  extent  that  appropriations  of  budget  authority  to  cover 
their  costs  are  made  in  advance. 

Under  credit  reform,  the  full  expected  cost  (subsidy)  is  recorded  as  an 
obligation  when  the  decision  to  enter  into  a  loan  obligation  or  guarantee 
commitment  is  made,  and  the  full  cost  is  recorded  as  a  budget  outlay  when  the 
direct  loan  or  guaranteed  loan  is  disbursed  to  the  public.    By  placing  the  cost  of 
credit  programs  on  a  budgetary  basis  equivalent  to  other  federal  spending,  it 
allows  for  better  comparison  of  cost  between  direct  loan  and  loan  guarantee 
programs  and  between  credit  and  other  programs.   This  improves  the  incentives 
to  make  financially  sound  program  decisions. 

By  focusing  on  the  long-term  costs  of  the  program,  credit  reform 
encourages  the  delivery  of  benefits  in  the  form  most  appropriate  to  the  needs  of 
beneficiaries  (i.e.  direct  loans,  loan  guarantees,  or  grants).    It  also  improves  the 
incentive  to  reduce  defaults  by  better  structured  programs,  and  by  more 
effective  underwriting,  servicing,  and  collection  procedures,  all  of  which  reduce 
the  cost  and  thus  the  need  for  appropriations  and  outlays. 
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Estimating  the  Subsidy  Cost  of  Federal  Credit  Programs 

Clearly,  the  success  of  credit  reform  rests  on  the  strength  of  the  subsidy 
estimate.    Only  with  accurate  subsidy  estimates  will  credit  programs  truly  be  on 
an  equal  footing  with  other  Government  programs. 

The  subsidy  element  of  a  credit  program  is  calculated  as  the  difference 
between  the  present  value  of  the  expected  cash  outflows  from  the  Government 
and  the  present  value  of  the  expected  cash  inflows.    Each  of  these  cash  flow 
streams  is  discounted  by  the  interest  rate  on  marketable  Treasury  securities  of 
similar  maturity.    The  cash  flow  estimates  include  delinquencies,  defaults, 
prepayments,  and  other  factors  such  as  interest  rate  and  maturity. 

For  direct  loans,  cash  outflows  include  loan  disbursements  and  cash 
inflows  include  repayment  of  principal  and  interest  net  of  defaults,  and  other 
recoveries.    For  loan  guarantees,  cash  outflows  include  payments  to  cover 
default  claims  and  interest  supplements,  and  cash  inflows  include  fees  and 
recoveries  from  collateral.   The  subsidy  rate  is  calculated  by  discounting  all 
cash  flows  to  present  value,  using  a  model  provided  by  0MB.    If  cash  outflows 
exceed  cash  inflows  on  a  present  value  basis,  funds  must  be  appropriated  to 
cover  this  amount.    Conversely,  if  inflows  exceed  outflows,  the  Government 
earns  a  "profit."    These  negative  subsidies  are  available  for  appropriation. 

The  Federal  Credit  Reform  Act  requires  periodic  reestimates  of  the 
subsidy  cost  throughout  the  lifetime  of  the  loan  or  guarantee.   This  reestimate  is 
to  be  based  on  the  same  methodology  as  was  used  for  the  initial  estimate. 
Based  on  experience,  differences  will  arise  between  the  original  subsidy 
estimate  and  a  revised  estimate  due  to  variances  between  previous  cash  flow 
and  interest  rate  projections  and  revised  projections  or  actual  accounting  data. 
To  cover  any  increase  in  the  subsidy  cost  resulting  from  the  reestimate,  the 
Federal  Credit  Reform  Act  provided  permanent  indefinite  budget  authority. 
These  funds  are  available  without  further  action  by  the  appropriations 
committees  and  are  not  subject  to  the  discretionary  cap. 

Crg<l't  rcforn)  budgetary  accgunts 

Credit  reform  resulted  in  the  creation  of  three  different  types  of 
budgetary  accounts  starting  in  the  FY  1992  Budget:    liquidating,  program,  and 
financing  accounts. 
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All  cash  flows  resulting  from  direct  loan  obligations  and  loan  guarantee 
commitments  made  prior  to  credit  reform  (in  1991  or  previous  years)  are 
recorded  in  on-budget  liquidating  accounts.    These  accounts  are  recorded  on  a 
cash  basis.    They  have  permanent,  indefinite  budget  authority  to  pay  for  losses 
and  to  repay  any  previous  Treasury  borrowing  and  are  considered  mandatory 
for  Budget  Enforcement  Act  purposes. 

The  on-budget  program  account  displays  the  subsidy  costs  and 
administrative  expenses  of  a  credit  program.    These  costs  are  included  in  the 
outlays  of  the  program,  the  agency,  and  the  function  that  conduct  the  credit 
program.   This  includes  the  costs  of  modifying  loans  or  guarantees  even  if  they 
had  been  originated  prior  to  credit  reform.    Most  of  these  accounts  are 
classified  as  discretionary  for  Budget  Enforcement  Act  purposes. 

The  financing  account  displays  all  cash  flows  resulting  from  the  credit 
activity.  There  is  a  separate  financing  account  for  each  direct  loan  and  loan 
guarantee  program.  These  financing  accounts  are  not  included  in  the  budget 
totals,  because  the  net  cash  flows  do  not  represent  a  cost  to  the  government. 
The  net  cash  flows  from  these  transactions  are  recorded  'below-thc-linc"  (i.e., 
outside  the  budget  totals  as  a  means  of  financing  the  deficit). 

Requirement  for  appropriations 

The  law  requires  that  budget  authority  be  available  to  cover  the  subsidy 
costs  before  direct  loans  and  loan  guarantees  can  be  made.   For  most  programs, 
these  are  annual  appropriations  of  specific  amounts  that  lapse  at  the  end  of  the 
year.    For  the  few  credit  entitlement  programs,  like  guaranteed  student  loans 
and  VA  housing  guarantees,  current  indefinite  appropriations  are  available  for 
subsidies  (as  constrained  by  provisions  of  the  authorizing  legislation). 

For  most  programs,  limitations  on  total  activity  (loan  obligations  or 
guarantee  commitments)  are  also  enacted  in  appropriations  bills.    This  element 
provides  a  "dual  control"  on  the  activity  of  the  credit  account  by  constraining 
the  credit  program  by  both  the  appropriated  amount  of  subsidy  budget  authority 
as  well  as  the  total  amount  of  loans  or  guarantees  which  can  be  made. 
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